Hotel Kingkade, Inc. v. Commissioner, 12 T.C. 561 (1949)

Expenditures for new assets with a useful life extending substantially beyond one
year are generally considered capital expenditures subject to depreciation, rather
than immediately deductible expenses, especially when a lease agreement dictates
replacement responsibilities.

Summary

Hotel Kingkade, Inc. leased a hotel including its furnishings and equipment. The
lease agreement required the lessee to maintain and replace furnishings. The
company expensed $18,132.33 for new carpets, furniture, and equipment. The
Commissioner determined these were capital expenditures, not deductible expenses,
and should be depreciated. The Tax Court upheld the Commissioner’s
determination, finding the taxpayer failed to provide sufficient evidence to
demonstrate these expenditures were ordinary and necessary expenses rather than
capital improvements with a useful life exceeding one year.

Facts

The petitioner, Hotel Kingkade, Inc., leased the Hotel Manger in Boston for 21
years, including all its furniture and equipment, effective January 4, 1935.

The lease stipulated that the lessee would maintain and replace all furnishings and
equipment at its own expense.

The lessee had the right to install additional furniture and equipment, which would
remain its personal property if removable without substantial damage.

The petitioner expensed $18,132.33 on items like blankets, carpets, kitchen
equipment, curtains, draperies, furniture and fixtures.

Procedural History

The Commissioner determined a deficiency in the petitioner’s income and excess
profits tax, treating the $18,132.33 expenditure as a capital item subject to
depreciation rather than an immediately deductible expense. The Tax Court
reviewed the Commissioner’s determination.

Issue(s)

Whether the expenditures made by the petitioner for new carpets, furniture, and
equipment are deductible as ordinary and necessary business expenses under
Section 23(a)(1)(A) of the Internal Revenue Code, or whether they are capital
expenditures that must be depreciated over their useful lives.

Holding

No, because the petitioner failed to provide sufficient evidence to demonstrate that
the expenditures were ordinary and necessary expenses. The Commissioner’s

© 2025 SCOTUSreports.com. All rights reserved. | 1



determination that the expenditures are capital in nature is presumed correct in the
absence of contrary evidence.

Court’s Reasoning

The Court relied on the principle that determining whether an expenditure is capital
or an expense depends on judgment, circumstances, and accounting principles. The
Court cited W.P. Brown & Sons Lumber Co., 26 B.T.A. 1192, stating that such
classification is based on judgment in light of circumstances and good accounting
principles. The court emphasized the stipulation was too meager to show any error
in the Commissioner’s determination. Critically, the petitioner failed to show
whether expenditures were for replacements under paragraph XII of the lease
(arguably expensible) or new additions under paragraph XIX (capitalizable). The
court noted the Commissioner determined the equipment had a life of substantially
more than one year. The court stated that “the cost of equipment which has a life of
substantially more than one year, may not be taken as a deduction in the year of
purchase but should be capitalized and recovered over its normal useful life since
such period is less than the unexpired term of the lease.” The court suggested that a
consistent history of expensing similar recurring expenditures of short-lived items
*might* support a deduction, but this was not proven.

Practical Implications

This case illustrates the importance of detailed record-keeping and providing
sufficient evidence to support tax deductions. Taxpayers, especially lessees with
maintenance obligations, must carefully document the nature of expenditures to
distinguish between deductible repairs/replacements and capital improvements. The
case underscores that the Commissioner’s determinations have a presumption of
correctness, and taxpayers bear the burden of proving otherwise. Furthermore, it
highlights the significance of accounting practices and consistency in treating
similar expenditures across tax years. Later cases cite this for the general
proposition that expenditures creating benefits beyond the current tax year are
generally capital expenditures.
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